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STATE OF TENNESSEE

COMPTROLLER OF THE TREASURY

State Capitol
Nashville, Tennessee 37243-0260
(615) 741-2501
John G. Morgan
Comptroller

November 15, 2001

The Honorable Don Sundquist, Governor

ad
Members of the General Assembly
State Capitol
Nashville, Tennessee 37243

ad
The Honorable Tony Grande, Commissioner
Department of Economic and Community Development
10" Floor, W. R. Snodgrass Tennessee Tower
Naghville, Tennessee 37243

Ladies and Gentlemen:

Tranamitted herewith is the financid and compliance audit of the Department of Economic and
Community Development for the years ended June 30, 2000, and June 30, 1999.

The review of management’s controls and compliance with policies, procedures, laws, and
regulations resulted in certain findings which are detailled in the Objectives, Methodologies, and
Conclusions section of this report.

Sincerdy,

LG o

John G. Morgan
Compitroller of the Treasury

JGM/cj
01/060



STATE OF TENNESSEE

COMPTROLLER OF THE TREASURY
DEPARTMENT OF AUDIT
DIVISION OF STATE AUDIT

SUITE 1500
JAMES K. POLK STATE OFFICE BUILDING
NASHVILLE, TENNESSEE 37243-0264
PHONE (615) 401-7897
FAX (615) 532-2765

March 29, 2001

The Honorable John G. Morgan
Comptroller of the Treasury
State Capitol

Nashville, Tennessee 37243

Dear Mr. Morgan:

We have conducted a financial and compliance audit of selected programs and activities of the
Department of Economic and Community Development for the years ended June 30, 2000, and June 30,
1999.

We conducted our audit in accordance with government auditing standards generally accepted in
the United States of America. These standards require that we obtain an understanding of management
controls relevant to the audit and that we design the audit to provide reasonable assurance of the
Department of Economic and Community Development’s compliance with the provisons of policies,
procedures, laws, and regulations significant to the audit. Management of the Department of Economic
and Community Development is responsible for establishing and maintaining internal control and for
complying with applicable laws and regulations.

Our audit disclosed one finding which is detailed in the Objectives, Methodologies, and
Conclusions section of this report. The department’ s administration has responded to the audit finding; we
have included the response following the finding. We will follow up the audit to examine the application of
the procedures ingtituted because of the audit finding.

We have reported other less significant matters involving the department’s interna controls and
instances of noncompliance to the Department of Economic and Community Development’s management
in a separate |etter.

Sincerely,

Arthur A. Hayes, Jr., CPA
Director
AAH/q



State of Tennessee

Audit Highlights

Comptroller of the Treasury Divison of State Audit

Financid and Compliance Audit
Department of Economic and Community Development
For the Y ears Ended June 30, 2000, and June 30, 1999

AUDIT SCOPE

We have audited the Department of Economic and Community Development for the period July 1, 1998,
through June 30, 2000. Our audit scope included a review of management’s controls and compliance with
policies, procedures, laws, and regulations in the areas of the Community Development Block Grant
Program; small business energy loans; deferred revenue; compliance with the Financia Integrity Act; and
utilization of the Department of Finance and Administration’s State of Tennessee Accounting and
Reporting System (STARS) grant module to record the receipt and expenditure of federal funds. The
audit was conducted in accordance with government auditing standards generaly accepted in the United
States of America

AUDIT FINDING

Internal Controls Over Federal Reporting Need | mprovement

The department does not follow its procedures implemented to ensure the accuracy of federa
reporting. The Performance and Evauation Report is submitted to the federal authority on an annua
basis. Tests of the reports submitted during the period under audit revealed severa discrepancies.
These reports were not reviewed by management prior to submittal to the federa authority (page 8).

“Audit Highlights” is a summary of the audit report. To obtain the complete audit report, which contains all findings,
recommendations, and management comments, please contact

Comptroller of the Treasury, Division of State Audit
1500 James K. Polk Building, Nashville, TN 37243-0264
(615) 401-7897

Financial/compliance audits of state departments and agencies are available on-line at
www.comptroller.state.tn.us/sa/reports/index.html.
For more information about the Comptroller of the Treasury, please visit our Web site at
www.comptroller.state.tn.us.
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Department of Economic and Community Development
For the Years Ended June 30, 2000, and June 30, 1999

INTRODUCTION

POST-AUDIT AUTHORITY

This is the report on the financia and compliance audit of the Department of Economic and
Community Development. The audit was conducted pursuant to Section 4-3-304, Tennessee Code
Annotated, which authorizes the Department of Audit to “perform currently a post-audit of al accounts
and other financid records of the state government, and of any department, ingtitution, office, or agency
thereof in accordance with generdly accepted auditing standards and in accordance with such
procedures as may be established by the comptroller.”

Section 8-4-109, Tennessee Code Annotated, authorizes the Comptroller of the Treasury to
audit any books and records of any governmenta entity that handles public funds when the Comptroller
congders an audit to be necessary or appropriate.

BACKGROUND

The misson of the Department of Economic and Community Development is to increase job
opportunities throughout Tennessee. The department’s gods are to enhance community attractiveness
and readiness for creating job opportunities; to create and promote business ventures to entrepreneurs,
exiging industries, and new firms, and to increase and improve those economic growth possibilities for
al new and exiding firms.

The department’ s misson isto assst locd communities in capitaizing on economic devel opment
opportunities, marketing that date, recruiting environmentaly responsble new indudries, asssting
exiding firms, and increasing export trade opportunities for Tennessee business and industry.

The department’s vison is to build the nation’s most business-friendly state with the best, most
professional people, providing services that exceed consumer expectations on adaily basis.

An organization chart of the department is on the following page.
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AUDIT SCOPE

We have audited the Department of Economic and Community Development for the period July
1, 1998, through June 30, 2000. Our audit scope included a review of management’s controls and
compliance with policies, procedures, laws, and regulationsin the areas of the Community Devel opment
Block Grant Program; smdl business energy loans, deferred revenue; compliance with the Financia
Integrity Act; and utilization of the Department of Finance and Adminigration’s State of Tennessee
Accounting and Reporting System (STARS) grant module to record the receipt and expenditure of
federa funds. The audit was conducted in accordance with government auditing standards generaly
accepted in the United States of America.

PRIOR AUDIT FINDINGS

There were no findingsin the prior audit report.

OBJECTIVES, METHODOLOGIES, AND CONCLUSIONS

COMMUNITY DEVELOPMENT BLOCK GRANT PROGRAM

The Community Development Block Grant (CDBG) program is authorized under Title | of the
Housing and Community Development Act of 1974, as amended by Title 42 of the United States Code,
Section 5301. One of the primary objectives of the program is the development of viable communities
by providing decent housing, a suitable living environment, and expanded economic opportunities,
principaly for persons of low and moderate income.

Our audit of the CDBG program focused primarily on the following aress.

Generd Interna Control

Activities Allowed and Allowable Costs
Cash Management

Davis-Bacon Act

Earmarking



Program Income

Reporting

Subrecipient Monitoring

Specid Tests and Provisons

Schedule of Expenditures of Federd Awards

The primary audit objectives, methodologies, and our conclusons for each area are stated
below. For each area, auditors documented, tested, and assessed management’s controls to ensure
compliance with applicable laws, regulations, grants, contracts, and state accounting and reporting
requirements. To determine the exisence and effectiveness of management’s controls, auditors
adminisered planning and internd control questionnaires; reviewed policies, procedures, and grant
requirements; prepared administrative control memos, performed tests of controls; and assessed risk.

General Internal Control

Our primary objectives were to document departmental procedures and assess management’s
generd controls. We interviewed key program employees and reviewed organization charts, written
procedures, job respongbilities within each divison, and correspondence from the grantor. The overall
control environment of the CDBG program was consdered, in conjunction with the assessments of
controls.

We did not note any sgnificant deficiencies in management’s generd internd controls related to
the CDBG program.

Activities Allowed or Unallowed and Allowable Costs/ Cost Principles
The primary objectives of this areawere to determine if

grant funds were expended only for alowable activities,
federd expenditures were in compliance with grant requirements, and

direct chargesto federad awards were for alowable purposes.

We tested nondtatistical samples of expenditure transactions to determine if program costs were
adequately supported, charged to the applicable grant program and cost category, properly approved,
and pad correctly. Supporting documentation for block grant expenditures was examined to determine
if the charges were vaid and alowable. Based on our testwork, the department had expended grant
funds for dlowable activities, expenditures were in compliance with grant requirements, and direct
charges to federal awards were for alowable purposes.



Cash Management
The primary objectives of this area were to determine

management’s compliance with the gpplicable terms and conditions of the agreement
between the state and the Secretary of the Treasury, United States Department of the
Treasury (Treasury-State Agreement);

if federd funds were requested in accordance with the gppropriate cut-off; and

if funds were received and credited to the state account within the time prescribed in the
Treasury-State Agreement funding technique.

We tested federd cash drawdown transactions in the audit period for compliance with the
Treasury-State Agreement.  Supporting documentation for each drawdown transaction was obtained
and examined.

Based on the testwork performed, we determined that management had complied, in al materia
respects, with the Treasury-State cash management agreement and that funds were received and
credited to the date account within the time prescribed in the Treasury-State Agreement funding
technique.

Davis-Bacon Act

The primary objective of this area was to determine if the department ensured that contractors
and subcontractors paid prevailing wage rates on gpplicable CDBG projects.

We reviewed contractor files for CDBG congtruction projects active during the audit period to
determine whether the department monitored job classfications and wage rates.  Contractor
certifications were examined for propriety. Based on our review, it appears that the department
monitored job classfications and that contractors and subcontractors paid prevailing wage rates on
applicable CDBG projects.

Earmarking

The primary objective for this area was to determine whether minimum or maximum limits of
earmarking for specified purposes were met.

We reviewed the Office of Management & Budget Circular A-133 Compliance
Supplement to identify the applicable percentage and dollar requirements for earmarking.  To
determine if the minimum amount of funds were used in the manner pecified by the federd grantor, we
traced total program expenditures for the audit period to the accounting records. Tota expenditures



reported were compared to the grant alocations to determine if the required percentages were met.
Based on our testwork, the department met the earmarking requirements for the CDBG program.

Program Income

Our main objective in this area was to determine if program income was correctly recorded and
used in accordance with program requirements.

We reviewed the regulaions and provisons of the grant agreement gpplicable to the CDBG
program to identify the requirements for recording and usng program income. We tested a
nongatistical sample of deposits during the audit period for propriety. Supporting documentation for
each deposit transaction was obtained and examined.

Based on the testwork performed, we determined that program income was correctly recorded
in the accounting records.

Reporting
Our primary objectivesin this area were to determine if

the information submitted to the federal awarding agency included al activity of the reporting
period;
federal reports were supported by underlying accounting or performance records; and

federal reports were submitted in accordance with program requirements.

We inquired of management about the requirements and department’'s procedures for
preparing, reviewing, and submitting program reports. We tested the mathematica accuracy of certain
information in selected reports, reviewed supporting documentation for the information presented, and
determined if the selected reports were prepared in accordance with grant guidelines.

Our review of federd financid and program activity reports reveded that management did not
consgently follow the department’ s procedures for reviewing reports prior to submisson. As a result,
severd reporting errors were noted. (See finding for more information.)

Subrecipient Monitoring

Our primary objectives for this area were to determine if the department



properly monitored subrecipients (smdl cities) to ensure compliance with federd award
requirements;

required appropriate corrective action on monitoring and audit findings, and

provided adequate federa award and compliance requirement information to subrecipients.

We reviewed management’s procedures for informing subrecipients of award information and
compliance requirements, and for monitoring subrecipients. We tested a nondtatistical sample of the
monitoring reports for the audit period to determine that field visits were documented, deficiencies were
documented and reported to the subrecipient, and that the subrecipient initiated corrective action
procedures. We also reviewed the correspondence between the department and the subrecipient to
verify compliance with resolution procedures.

Based on our testwork, the department properly monitored its CDBG program subrecipients
and required gppropriate corrective action on findings. Furthermore, it appears that the department
provides adequate federal award and compliance information to its subrecipients.

Special Testsand Provisions
Environmental Oversight and Reviews

The primary objectives for this area were to determine if the department

carried out its environmenta oversght responghilities and functions, and

conducted the required environmenta reviews.

We reviewed the rules and regulations for this compliance requirement and tested a
nondatistical sample of expenditures to determine if funds were expended or obligated before the
department approved its Request for Release of Funds (RROF). Project files were reviewed to verify
that the department obtained environmenta review certifications from the subrecipient where applicable.
We verified that written determinations were filed on projects where an environmental review was not
performed.

Based on our review, we determined that, in al materid respects, the department had carried
out its environmental oversight and review responghilities and that any determinations not to make an
environmenta review were condstently made based on regulation criteria

Schedule of Expenditures of Federal Awards

Our objective was to verify that the Schedule of Expenditures of Federa Awards was properly
prepared and adequately supported. We verified the grant identification information on the Schedule of
Expenditures of Federa Awards prepared by the department, and total reported disbursement amounts



were traced to the accounting records and supporting documentation. Based on the testwork
performed, we determined that the Schedule of Expenditures of Federa Awards was properly
prepared and adequately supported in dl material respects.

Finding, Recommendation, and M anagement’s Comment

Internal controls over federal reporting need improvement

Finding

The Department of Economic and Community Development does not follow its procedures
designed to ensure the accuracy of federd reporting. The Peformance and Evauation Report
submitted to the Tennessee Housing Development Authority (THDA) is due within 90 days after the
close of the gpplicable program year. This report includes a description of the use of funds during the
gpplicable program year and an assessment of the department’s use of funds compared to its planned
priorities and objectives.

According to written departmenta procedures, the Accounting Manager must review the report
before it is submitted to the Tennessee Housng Development Authority. However, it was determined
that the Accounting Manager did not adequately review the reports during the audit period. The review
of the information submitted on the performance and eva uation reports reveded severd discrepancies.

program income on the 1998 Performance and Evauation Report was understated by
$32,246.00,

trangposition errors were found for amounts obligated to recipients on the 1998 report,

amounts charged to adminigtration on the 1999 Performance and Evauation Report did not
agreeto the line item budget amounts in the department’ s financid files,

grantee total budgets on the 1999 report did not agree with the total budget in the
department’ sfinancid files, and

data relating to the low-to-moderate-income objective were aso incorrectly reported due
to keying errors.

Management stated that the deficiencies were the result of keying errors, however, it gppears
that the discrepancies could have been detected during the report review process. Furthermore, these
reports contain cumulative data Management stated that it combines the data from the preceding
report with the current period data to present the cumulative data. Therefore, errors on one report are
likely to be repeated on subsequent reports.



Recommendation
The Community Development Block Grant Program Director and Accounting Maneger should
comply with its control procedures and ensure that the performance evauation report is reviewed for
accuracy and completeness before it is submitted to the Tennessee Housing Development Authority.

M anagement’s Comment

We concur. The department agrees to do a better job in internd controls over federa
reporting.

SMALL BUSINESS ENERGY LOANS

Our main objective for this area was to determine if the department properly protected its
security interest in collateral for these smal busness loans through the timdy filing of Uniform
Commerciad Code (UCC) filing statements.

We reviewed the department’s written procedures to gain an understanding of the program
administered by the Divison of Energy. We interviewed key personne to document the adminidtretive
controls over the smal business energy loans program. We tested the loans issued during the audit
period by comparing the loan date to the date that the UCC statements were filed with the Secretary of
State and the county Register of Deeds. We determined that |oans were issued in compliance with
gpplicable rules and regulations of the program.

DEFERRED REVENUE

The primary objectives for this areawere to

determine if earned revenue was transferred from deferred revenue in atimely manner;
determineif deferred revenue transactions were adequately supported; and

reconcile the department’s deferred revenue account balance with the State of Tennessee
Accounting and Reporting System (STARS) account balance at year-end.

We interviewed key personnd to gain an understanding of the department’s controls over
accounting and transferring deferred revenue. We tested nondtatistical samples of deferred revenue
transactions for propriety. Supporting documentation for each selected transaction was obtained and
examined to determine if the department made transfers from the account in a timely manner. We
documented the purpose of each deferred revenue account and scheduled the activity by month.
Additions and deletions were traced to supporting documentation and the accounting records.



Based on the results of our testwork, it appears that deferred revenue transactions were
adequately supported.  Although accounting entries trandferring deferred revenue to earned revenue
were not dways made timely, we determined that the necessary entries were made in the fiscd year,
and the department’ s account balance reconciled with the STARS balance at year-end.

FINANCIAL INTEGRITY ACT

Section 9-18-104, Tennessee Code Annotated, requires the head of each executive agency to
submit a letter acknowledging respongibility for maintaining the internd control system of the agency to
the Commissioner of Finance and Administration and the Comptroller of the Treasury by June 30,
1999, and each year theregfter. In addition, the head of each executive agency is aso required to
conduct an evauation of the agency’s internd accounting and adminigtrative control and submit a report
by December 31, 1999, and December 31 of every fourth year theresfter.

Our objectives were to determine whether

the department’s June 30, 2000, and June 30, 1999, responsibility letters and December
31, 1999, internd accounting and administrative control report were filed in compliance with
Section 9-18-104, Tennessee Code Annotated;

documentation to support the department’'s evaduation of its interna accounting and
adminigrative control was properly maintained;

procedures used in compiling information for the interna accounting and adminigrative
control report were in accordance with the guiddines prescribed under Section 9-18-103,
Tennessee Code Annotated; and

corrective actions have been implemented for weaknesses identified in the report.

We interviewed key employees responsible for compiling information for the internal accounting
and adminigtrative control report to gain an understanding of the department’s procedures. We dso
reviewed the supporting documentation for these procedures. We reviewed the June 30, 2000, and
June 30, 1999, responsihility letters and the December 31, 1999, internd accounting and adminidirative
control report submitted to the Comptroller of the Treasury and to the Department of Finance and
Adminigration to determine adherence to submisson deadlines. To determine if corrective action plans
had been implemented, we interviewed management and reviewed supporting documentation as
considered necessary.

We determined that the Financid Integrity Act responghility letters and internd accounting and
adminigrative control report were submitted on time, support for the interna accounting and
adminigtrative control report was properly maintained, and procedures used were in compliance with
Tennessee Code Annotated.
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DEPARTMENT OF FINANCE AND ADMINISTRATION PoLICY 20,
“ RECORDING OF FEDERAL GRANT EXPENDITURESAND REVENUES”

Department of Finance and Adminigtration Policy 20 requires that state departments whose
financia records are maintained on the State of Tennessee Accounting and Reporting System (STARS)
fully utilize the STARS grant module to record the receipt and expenditure of dl federad funds. Our
objectives were to determine whether

aopropriate grant information was entered into the STARS Grant Control Table upon
notification of the grant award, and related revenue and expenditure transactions were
coded with the proper grant codes;

the department made drawdowns at least weekly using the applicable STARS reports; and

the department utilized the appropriate STARS reports as bases for preparing the
Schedules of Expenditures of Federal Awards and reports submitted to the federa
governmerntt.

We interviewed key personnd to gain an understanding of the department’s procedures and
controls concerning Policy 20. Based on our interviews, reviews, and test work, the department wasin
compliance with F&A Policy 20. The department had fully utilized the STARS Grant Module to record
the receipt and expenditure of dl federa funds and made drawdowns in a timey manner. The
department also used the appropriate STARS reports as the bass for preparing the Schedule of
Expenditures of Federa Awards and reports submitted to the federa government.

OBSERVATIONSAND COMMENTS

TITLE VI OFTHE CIVIL RIGHTSACT OF 1964

Section 4-21-901, Tennessee Code Annotated, requires each dtate governmentd entity
subject to the requirements of Title VI of the Civil Rights Act of 1964 to submit an annud Title VI
compliance report and implementation plan to the Department of Audit by June 30, 1994, and each
June 30 thereafter. The Department of Economic and Community Development filed its compliance
reports and implementation plans on June 30, 2000, and June 30, 1999.

Title VI of the Civil Rights Act of 1964 is a federd law. The act requires dl date agencies
recelving federa money to develop and implement plans to ensure that no person shdl, on the grounds
of race, color, or origin, be excluded from participation in, be denied the benefits of, or be subjected to
discrimination under any program or activity receiving federa funds.
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On October 15, 1998, the commissoner of Finance and Administration notified al cabinet
officers and agency heads that the Human Rights Commission is the coordinating state agency for the
monitoring and enforcement of Title V1.

A summary of the dates dtate agencies filed their annua Title VI compliance reports and
implementation plansiis presented in the specid report Submission of Title VI Implementation Plans,
issued annualy by the Comptroller of the Treasury.

APPENDI X

Department of Economic and Community Development divisons and alotment codes:

330.01 Adminidrative Services

330.02  Industrid Development

330.03 Smdl & Minority-Owned Tdecommunications Program
330.04 Regiond Grants Management

330.05 Busness Sarvices

330.06 TIIP—95 County Jobs Program

330.07 Community Development

330.08 Energy

330.09  Indudrid Training Service

330.10 Smadl Business Energy Loan Program
330.11 Locd Government Energy Loan Program
330.13  illsFund
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Revenue by Source
Fiscal Year Ended June 30, 1999 (Unaudited)

Interdepartmental Reserves
$563,006 $30,752,862
(0%) (27%)

Current Services

$2,245,221
(2%)
Federal
$30,516,782 Appropriations
(27%) $49,411,307

. : (44%)
Source: Department of Economic and Community Development

Revenue by Source
Fiscal Year Ended June 30, 2000 (Unaudited)

Federal
$36,403,278
(27%)

Current Services

$3,997,139
(3%)
Appropriations
$49,680,269
(38%) Interdepartmental

L ——— $1,077,059

(1%)
\ Reserves
$41,797,868
(31%)

Source: Department of Economic and Community Development
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Expenditures by Allotment and Division

Fiscal Year Ended June 30,1999 (Unaudited) Division of Energy
$1,456,097
95 County Jobs Community (2%)
$I;rggrla;nosl Development Industrial Training
'(90/0') $5,649,909 Services
Business Services (10%) $3,273,038
$1,713,055 (6%)
(3%)

Small Business Energy
Loan Program
$159,761

(0%)

Local Government
Energy Loan Program

Regional Grants
Management (CDBG)

$30,484,377,84 \
(51%)

The Small and Minority- $42,700
Owned Telecom (0%)
$32,963
(0%) Job Skills Program
Industrial Development | Administrative Support $1,461,636
$5,841,867 Services (2%)
(10%) $3,917,120
(7%)

Source: Department of Economic and Community Development

Expenditures by Allotment and Division
Fiscal Year Ended June 30, 2000 (Unaudited)

Division of Energy

$1,183,071
95 County Jobs Community (2%)
Programs Development Industrial Training
$10,844,083 $3,839,250 Services
Business Services (16%) (6%) $4,167,719
$2,035,414 (6%)

(3%) .
Small Business Energy

Regional Grants Loan Program

Management (CDBG) $390,061
$31,191,268 (1%)
(45%)

Local Government

The Small and Minority- \ ——— _ Energy Loan Program
Owend Telecom ‘ $1,208,557
$80,000 e (2%)
(0%)
Industrial Development Job Skills Program
$5,549,366 Administrative Support $3.266,326

(8%) Services (5%)
$3,990,500
(6%)
Source: Department of Economic and Community Development
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